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ln 2006, the Department of Revenue estimated that Montana's underreporting tax gap for
the state's individual income.tax was approximately $243 million in ns"j VeaitFVlibOS.The $243 mirrion was equivalent to 26.6 percent oithe income tax ,erenue gun",.at"o oythe state during the Fy. This memorandum provides upaateU unOerie;;ffii;;;;
estimates for Montana, using updated nationar tax gap estimates ana state ii"lii" Tn"or"
tax records. overall, Montana's underreporting tax gap for Fy 2017 was estimateJto oe
approximately $270.6 million, which is approximateiy i g.2 percent or tne totat amount or
income tax revenue collected during the year.

National Tax Gap Estimates

ln 2016, the lnternal Revenue service (lRS) released a report examining the federal
income tax gap. Unlike previous reports, which examined a single ye"r,ihe 2016report
estimated the annual average tax gap for three tax years, zoodtnrough 2010. The
expansion of the estimates to multiple tax years were designed to po5l compliance data
from multiple years and provide more reliable tax gap estimates.

For all tax types, the IRS estimates the annual average federal gross tax gap was $45g
billion between the three examined years. The largesi source oithe federit ia, gap *"=
due to the underreporting of income (Figure 'l). The average amount of incom" ioit to
income underreporting was $387 billion. The underpayment of taxes and the non-filing of
taxes also contributed to the federal tax gap. The IRS estimates that $39 billion of taxes
were not paid during each of the three years as the result of underpayments. The non-filing
of taxes also resulted in $32 billion in lost tax revenue because of individuals and
organizations not filing their taxes.
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National Gross Tax Gap Estimates For Ta, Y
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The underreporting tax gap from the individual income tax was the largest, with a tax gap

of approximatety $20+ uittion (Figure 2). Underreporting of employment and coreg:l:
income taxes also generated sig-niRcant reductions in tax revenue, with tax gaps of $8'l

billion and $41 billion respectively. The remainder of the federal tax gap was primarily

comprised of underpayment and non-filing tax gaps from the individual income tax.
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Annual Average Gross Tax Gap Estimates fqt fax vears ZOOS - 2010
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The underreporting tax gap for the individual income tax can be broken down by income

type. Underreporting of non-farm business income generated the largest federal revenue

l6is, at $78 billion on average each year (Figure 3). Rent, royalties, partnership, S-corp,

estate and trust income was the second largest source of revenue loss, wlth a combined

$42 billion in underreported tax revenue. lncome loss from the underreporting of capital
gains and other income were also large sources of revenue loss, with $11 billion and $29
billion in lost revenue respectively. All combined, these four income sources comprised
more than 60 percent of individual income taxes' underreporting tax gap and nearly 35
percent of the total gross tax gap.
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lncome from sources with litfle information reporting showed the largest misreporting of
income. For example, the IRS estimates that approxim ately 7,lyo oflarm income is "
misreported (Figure 3). As a result, farm income should begenerating $7 billion in tax
revenue each year, instead of the $2 billion it actually generated. The IRS also found
significant underreporting of nonfarm business income, and rent and royalty income, with
misreporting percentages of 64 percent and 62 percent respectively. Aithe same time,
income from sources with substantial reporting from secondary sour"e" showed reiativety
small misreporting shares. wage, salary and tip income, which has information reporting-
and withholding, reported the smallest misreported percentage, with only.l percent of -

income not reported.

Montana Tax Gap Estimate

Uiderreporting tax gap estimates for Montana's individual income tax were generated
using the national misreporting percentages provided by the lRS. Montana,Jindividual
income tax return requires taxpayers to report all the income reported on their federal tax
return associated with their federal adjusted gross income. To generate a tax gap
estimate, the reported income for each tax return were adjusted based on the national



misreported percentages provided by the IRS in the previous section. when the income of

full-year resident taxpayers were adjusted, Montana',s taxable income increased from

$iO.+ Uittion to $31.6 oillion. ln addition, adjustments to federal adjusted gro,ssincome,

aeductions, exemptions and credits decreaied, on net, from $10.9 billion to $10.4 billion

once the IRS misreporting adjustments were made.

After the adjustments were made, each tax return is run through the 2016 tax simulation

model to generate updated tax liability estimates for each full-year resident taxpaye_r. An

estimate 6f each taxpayer's tax gap was then generated by comparing their origina.l tax

ri.ririty to the new tal tiauitlty witn irre adjusted incomes. when combined, the tax liability

o11rlliyear residents before iax credits increased from $ 1.02 billion to $1 .24 billion, an

in"r""l" of approximately $222 million (Figure 5). Using the IRS estimates of misreporting

increases the iax liability of full-year Montana residents who file a return by 21 .7 percent.
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The $222 million estimate is not the entire underreporting tax gap estimate for Montana, as

it does not include non-resident taxpayers or tax credits. To generate a tax gap estimate

that includes these two factors, the underreporting tax gap percentage can be applied to

actual income tax revenue collections. For fiscal year 2017, total income tax revenue was

approximately $1.18 billion (Figure 6). As our tax gap estimate is based on tax revenue
before audits and other compliance measures, it iS necessary to remove lhis revenue from
the tax revenue amount. Fot FY 2017, compliance activities and amended returns
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generated approximately $39.7 million in tax revenue. ln addition, revenue losses from taxcredits need to be added into the totar tax revenue estimate. Based on 2016 tax r"irrn",
there was approximatery $48.9 miflion tax credits craimed. when both 

"orpti"n*r"r"nr"is removed and credits are added, totar Fy 2017 tax revenue was approximatery g1.19
billion.

The amount of revenue that would be collected in the absence of a tax gap in Montana
was. estimated by combining totar income tax coilections, uerore comptiinie 

"tro.t., 
,nototal credits after both were adjusted based on national tns misreporiinl iur"r.. a'"ioru

credits and compliance efforts, Montana's individual income tax generated approximately
$1 .19 billion in revenue for Fy 2017 . Assuming that national tnshisreportini'rat". ,r" tn"same for Montana's residents, non-residents ind part-year residents, total in-come tax
collections for FY 20i 7 would have been 21 .7 percent 

-higher 
ir ttrere wis no ia, g-r;. n. .result, Montana's income tax would have generated $1.447 billion in tax revenue-btore

credits with no tax gap (Figure 7).

Before adjustments, resident and non-resident taxpayers claimed approximately $4g.9million in.tax credits for tax year 2016 (Figure 7). tnetRs estimates itrt t"r.rJoit h"r" 
"misreporting rate of 26 percent for the nation as a whole. Assuming a 

"imirar 
mi"repo.ting

percentage holds for Montana, only 936.2 million in tax credits are-reported 
"orr""t'ly.

overall, $1 .41 1 billion in tax revenue would have been collected in Fy 2017 if there were
no tax gap, after removing the $36.2 million in tax credits and before any compliance
activities. Actual income tax collections for Fy 2017 was $1. j40 billion, l,etore comptiance
activities and excluding back year taxes. The difference between the two, $270.6 million,
was Montana's tax gap for fiscal year 2017 (Figure 7). overall, tax revenue would have
been 19.2 percent higher in the absence of the gap.

Estimated FY 2017 lncome Tax Revenue
Less Compliance Revenue plus Credits

FY 2017lncome Tax Revenue
Revenue from Compliance and Amended Retums
FY 2017 Current lncome Tax Revenue
Estimated Credits
Estimated Current lncome Tax Before Credits
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Estimated FY 2017 Tax Gap for Montana lncome Tax
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Estimated FY 2017 lncome Tax Revenue Adjusted for Mis-Reporting
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Estimated Mis-RePorting GaP

Estimated Mis-Reporting Gap for FY 2005

Estimated Mis-Reporting Gap for FY 2015

The tax gap estimate for FY 2017 is slightly below the 20.1 percent that was_estimated for

Fy 2015: The decrease in the tax gap size is primarily driven by the types of income

reported by taxpayers. A larger proportion of the income reported in tax year 2016 came

from souries with'lower estiirated ievels of misreporting. For examine, wage and salary

income, which has the lowest amount of misreporting, comprised 63.6 percent of income in

tax year 2016 and 62.7 percent of reported income in 2014. At the same time, the

pro;ortion of income from farm income, which has the highest misreporting rate,

decreased from 4.6 percent in 2014 to 4.4 percent in 2016. All combined, the change in

income sources reduces the estimated tax gap for full year residents of Montana before

credits from 22.9 percent in 2014 to 21.7 percent in 2016.
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